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THE TAXATION OF LUXURIES AND 
THE RATE OF INTEREST 

SUMMARY 

I. Luxury defined as consumption which does not increase capacity 
for labor, 298. — Superfluities include consumption necessary for busi- 
ness connection, 300. — Short and long periods, 301. — Capacity for 
labor varies with consumption of necessaries, 301. — Classification of 
commodities, 302. — II. Demand for necessaries inelastic because (a) 
their consumption benefits both present and future, 304. — (b) Capac- 
ity for labor is limited, 306. — A tax on luxuries would divert labor to 
production of capital, also lessening demand, 307. — Labor would 
become more productive and real wages would rise, 308. — Wealth 
would be increased, 309; and transferred to people whose effective 
desire of accumulation is strong, 310. — III. Possible decrease in 
quantity of labor expended, 314. — Self-development not labor, 315. — 
Leisure, defined as time not devoted to labor, is either necessary or 
superfluous, 316. — Annual product varies inversely with superfluous 
leisure enjoyed, and might be either decreased or increased, 318. — 
Rise of wages might check fall of interest; convergence of altruism and 
foresight, 319. 

I 

The proposition that " a tax for purposes of revenue 
should have the least possible prohibitive effect " 1 
seems fundamental to the system of laissez-faire, and 
has been accepted, expressly or tacitly, even by writers 
who in general regard that doctrine with disfavor. But 
such a proposition cannot be established unless not 
only some but all of the repressive effects which taxes 
may have are examined, and found on the whole to be 
undesirable. It cannot therefore be a bar to the con- 
sideration of a tax on luxuries. In the present essay an 

1 E. A. Ross, " A New Canon of Taxation," Political Science Quarterly, December, 
1892, p. 579. 
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THE TAXATION OF LUXURIES 299 

attempt will be made to show that such a tax would 
have a tendency to reduce the normal rate of interest. 
To this task the discussion will as far as possible con- 
fine itself. The question of general expediency, which 
would seem to involve a careful comparison of incom- 
mensurable evils, must be understood to transcend the 
limits of this inquiry. 

It is convenient to begin with a definition. " Con- 
sumable commodities," writes Adam Smith, " are 
either necessaries or luxuries." 1 If we adopt Professor 
Fisher's conception of income, and use the word con- 
sumption as the equivalent of what he calls " enjoy- 
able objective services " — that is, including labor 
which satisfies wants directly — we may say that all 
consumption must be either of necessaries or luxuries. 
Let us now define necessary consumption as that which 
increases the consumer's capacity for labor. Luxury 
then becomes definable as consumption which does not 
increase this capacity. 

At the outset we notice that, owing to the division of 
labor, an individual cannot attain his maximum pro- 
ductiveness without cooperating with others. To be 
able to do this with advantage, he must in a measure 
enjoy their confidence and good opinion. That of pos- 
sible employers or customers is of most importance, but 
a person cannot regard anyone's estimation of him as a 
matter of perfect indifference, as is shown by the pecu- 
niary value occasionally attached to reputation, which, 
be it noticed, is not entirely dependent on the direct 
satisfaction which a good reputation affords, but in all 
cases bears some analogy to business connection. Now 
A's opinion of B partly depends on whether B's con- 
sumption, or expenditure, is sufficient to bring his 
standard of living into conformity with what A con- 

1 Wealth of Nations, Bk. V, chap. ii. 
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siders suitable to one in B's position. And A's ideas on 
that head are chiefly determined by what is consumed 
by others in circumstances similar to those of B. Thus, 
to attain his maximum productiveness, B must make 
his consumption conform to a purely arbitrary standard, 
and all expenditure within those limits is, from his 
individual point of view, in the strictest sense necessary. 

The point of view of the private individual, however, 
must be distinguished from that of society as a whole. 
From the latter standpoint, it appears that part of 
every man's consumption is necessary in order that he 
may develop his productive powers as they are affected 
by his physical, mental, and moral qualities; and part 
is necessary merely because other people are accus- 
tomed to indulge in such expenditure. The latter part 
of consumption might be called relatively, or, if I might 
venture to adopt Dr. Marshall's term, conventionally 
necessary. 1 From the social standpoint, however, such 
consumption is not necessary, but is purely a luxury, 
inasmuch as it does not, in itself, increase capacity for 
labor. The term superfluity might be used to denote 
consumption covered by the above definition of luxury 
from the social point of view, including both what an 
individual would regard as luxury, and that which is 
relatively necessary. This terminology would appear 
conformable both to economic authority 2 and to general 
usage. 

The term superfluity, then, is more comprehensive 
than the term luxury. The distinction between them, 
however, is not only vague and hard to draw, but is con- 
stantly changing. It is often said that the luxuries of 
one generation become the necessaries — that is, " con- 

1 Principles of Economics, Bk. II, chap, iii, § 4. The term is there used in a sense 
which I believe will not be found to differ substantially from the above. See also Dr. 
Marshall's whole treatment of the subject of Necessaries. 

2 See Sidgwick, Principles of Political Economy, Bk. I, chap, iii, § 3. 
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ventional necessaries " — of the next. The tax here to 
be considered is primarily one on luxuries, but I shall 
assume that it would be extended to superfluities to an 
extent sufficient to prevent the standard of living of any 
class from rising otherwise than in conformity with an 
increase in productiveness. 

The social point of view must be further distinguished 
according to whether a short or a long period is con- 
templated. In a short period, anything which neces- 
sitates a considerable change in people's habits will 
seriously impair their efficiency. On the other hand 
they can do without many things, such as moral guid- 
ance and art, the want of which would greatly lessen 
their efficiency in the long run. The longer the period 
considered, the less account must be taken of habit, but 
the more must be taken of things which contribute 
only indirectly to efficiency. In a period sufficiently 
long for every tendency to work itself out, a man could 
be thought of as a perfectly rational being, and his 
likes and dislikes, which are of such transcendent im- 
portance for shorter periods, could be entirely dis- 
regarded. The determination of what things may be 
necessaries and what superfluities would then fall 
within the province of natural, or at least non-social 
sciences, such as physiology. The present discussion 
throughout deals only with ultimate tendencies, and 
the conception of necessaries must be interpreted 
accordingly. 

The above definition makes it possible to lay down 
the proposition that the aggregate capacity for labor of 
any society varies in the long run with the amount of 
necessaries consumed. Both will tend to vary with the 
numbers of the population, but not necessarily in the 
same proportion, for a given amount of work can be 
done either by a smaller number of intelligent and 
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highly effective workmen or by a larger number of an 
inferior sort. This proposition also holds good regard- 
ing an individual. Indeed, it is with reference to it that 
the definition of necessaries must be tested. 

I am obliged to face the consequence that a particular 
thing may be necessary under some circumstances and 
a luxury under others. The two classes of commodities 
do not in general differ in kind. It does not follow, 
however, that the theoretical distinction is impossible 
of application. Professor Taussig, after remarking that 
productiveness depends partly on the average laborer's 
strength and skill, observes: " Men can live and do 
work for less than is necessary to enable them to do full 
work. The minimum for efficiency is above the starva- 
tion level. But when once they get what is necessary 
for complete physical vigor, anything in addition is 
mere surplus; surplus, that is, in that it no further 
increases efficiency." l Now this appears to be true not 
only of money income, or commodities in general, but 
of particular commodities as well. It seems usually to 
be the case that as successive instalments of a com- 
modity are consumed each has less and less effect on 
efficiency, till finally the point is reached when addi- 
tional units would have none at all. The consumption 
of the commodity need not cease at that point, for it 
may still satisfy a desire, but it becomes surplus con- 
sumption or luxury. 2 On any given occasion, then, the 
proper classification of a particular commodity will 
depend, in most cases, on how much of it has already 
been consumed. 

Altho it is impossible to discover a difference in kind 
between necessaries and luxuries, there would seem to 

1 Principles of Economics, chap, vii, § 1. 

2 In some cases continuing to consume a commodity after it has ceased to add to 
efficiency may have a harmful effect. Of other commodities this can hardly be the case. 
But this point need not be specially considered in the present essay. 
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exist a difference in the degree to which different com- 
modities may enter into consumption as necessaries. 
Some commodities, such as text-books and medicines, 
satisfy no immediate desires, but are consumed solely 
for their effect on the consumer in the future. If we 
confine our attention to sources of immediate gratifica- 
tion, we may distinguish, first, a class of commodities 
the consumption of even a single unit of which can have 
no beneficial effect on the consumer as regards his capac- 
ity for labor, tho it may satisfy a very intense desire. 
These are pure luxuries. The generality of commodities 
constitute a second class. They both satisfy immediate 
desires, and also have the effect of increasing capacity 
for labor; tho if successive units are consumed a point 
will be reached when further consumption would be- 
come a pure luxury. There is, however, a third class of 
commodities which can scarcely be consumed except 
as necessaries; that is, they cease to satisfy desires at 
nearly the same point as that at which they cease to add 
to efficiency. Plain food, coarse clothing, and even 
small dwelling houses appear to belong to this class 
of commodities, which may therefore be regarded as 
including the necessaries of life and the main necessaries 
for efficiency of an unskilled laborer. 

Considering commodities from the standpoint of 
value, we may reach the same result. If the distinction 
between desires for present and desires for future grati- 
fication be neglected, it may be said that commodities 
of equal value have about the same marginal utility or 
capacity to satisfy desires. But their effect on the 
efficiency of the consumer is very different. Money 
spent on pure luxuries will add nothing to efficiency. 
On the other hand, if money be spent on education, 
properly directed, the amount by which both earning 
power and social productiveness will be increased is 
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much greater than the amount so spent. 1 The same 
applies to the necessaries of life and the necessaries for 
efficiency of an unskilled laborer. Somewhere between 
these two extremes the generality of commodities will 
find a place. 

The point has now been reached where the object of 
the present inquiry may be definitely formulated. Sup- 
pose that taxes at a high rate were levied on services or 
commodities which can add nothing to the industrial 
capacity of the consumer, and that those which are 
calculated to augment his capacity by more than their 
own value were exempted from taxation. And suppose 
that commodities which lie between these classes were 
taxed at a varying rate, high or low, according as they 
are likely to add little or much to the consumer's capac- 
ity for labor in proportion to their cost. If taxes on this 
principle were imposed and maintained for an indefinite 
length of time, what would be their final effect on the 
normal rate of interest ? 

II 

It is remarked by Professor Ely that " the demand 
for necessities is in general less elastic than the demand 
for luxuries." 2 This proposition may be supported on 
two separate grounds, whereof the first shows that the 
first increments of necessaries consumed must satisfy 
very intense desires; and the second, that subsequent 
increments will satisfy desires of which the intensity 
tends rapidly to diminish. 

The first ground is as follows. It is obvious that all 
saving is a sacrifice of the present to the future, for 

1 See the remarks on this point in A Theory of Interest, by C. G. Hoag, pp. 103- 
105; also the definition of luxury in Elementary Principles of Economics, by Ely and 
Wicker, p. 120. 

2 Outlines of Economics, p. 164. 
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while it augments future resources, it diminishes present 
enjoyment. 1 Let us now examine the converse of this 
proposition. If every person's income, and also his 
capacity for enjoyment, were rigidly fixed independently 
of his own efforts, all expenditure, and therefore all con- 
sumption whatsoever, would be a sacrifice of the future 
to the present. This seems to be strictly true in regard 
to consumption of luxuries. It is not true, however, of 
the consumption of necessaries, for expenditure on 
them is, by definition, offset by an increase in the con- 
sumer's capacity for labor, and hence, in his earning 
power. So far as necessaries at the same time gratify 
immediate desires, the interests of the present and of 
the future are, within limits, identical. 2 

If necessaries be held to include such things as medi- 
cines and text-books, and the services of physicians 
and teachers, which satisfy no immediate desires, con- 
sumption of this kind must also be reckoned a sacrifice 
of the present to the future. It is, in fact, a form of 
saving. 

Now, the desire for even the first instalments of 
necessaries of the latter class may not be very intense. 
They may be and indeed often are crowded out by 
luxuries. But the desire for necessaries of the former 

1 This is, of course, strictly true only on the assumption that present wants are 
infinite. The law of diminishing utility implies that the larger is the income, the smaller 
is the sacrifice involved in saving a given quantity of resources, so that in the extreme 
case of the very rich it may be that some saving can be made without any sacrifice of 
present gratifications. By far the greater part of the savings actually made, however, 
must involve such a sacrifice. 

2 For a simple but excellent discussion in this connection, from a wider point of view, 
see Ely and Wicker, Elementary Principles of Economics, 1917, pp. 116-126. Even 
from the restricted standpoint of the present essay this proposition must be qualified for 
two reasons. First, capacities which can only be acquired at great expense, in money 
and effort, may enable their possessor to earn little, and vice versa. There is a tendency, 
however, for the supply of services the capacity to render which is easily acquired to be 
great, and therefore for their value to be small, and conversely. Secondly, insofar as 
capacity for labor is independent of capacity for enjoyment, the labor rendered possible 
by the increased capacity must actually be performed, if the diminution in present 
income is to be offset by increased earnings in the future. This difficulty in classification 
will be referred to below (Part III). 
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class must be more intense than that for luxuries, for 
if the latter are not consumed, only the present is sacri- 
ficed, but if the former are not consumed, the sacrifice 
affects both present and future. The necessaries of life 
are the most striking example of this general class of 
commodities. 

The first ground, then, applies only to one class of 
necessaries, but the following applies to both. Adam 
Smith points out that the desire for food is " limited by 
the narrow capacity of the human stomach." This 
remark, however, does not apply to food only. It may 
be laid down generally that, since no one has an infinite 
capacity for development, no one can have an infinite 
capacity for consuming necessaries. It has been pointed 
out that altho any single desire is satiable, the possible 
kinds of desires are indefinitely numerous, and this 
variety renders consuming power in the aggregate 
indefinitely great. But this does not apply to efficiency. 
If a man is to attain the highest possible development 
of all his powers during his limited life time, it is essen- 
tial that he should specialize to some extent. It would 
certainly be impossible for him to excel in an infinite 
number of occupations. This, then, constitutes a lim- 
itation upon the individual's capacity for consuming 
necessaries that is not present, to the same degree at 
least, in the case of consumption of luxuries. 

On these combined grounds, we may reach the follow- 
ing conclusion. If the other circumstances affecting the 
elasticity of demand for commodities, such as available 
substitutes and different uses, 1 are the same, the de- 
mand for necessaries which at the same time satisfy 
immediate desires must be less elastic than the demand 
for luxuries, and the demand for other necessaries is 
unlikely to be more so. 

1 See Pigou, Wealth and Welfare, Part, II, chap, ix, § 5. 
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In the remainder of this inquiry it will for simplicity 
be assumed that taxes could be imposed which would 
reach all luxuries without touching necessaries. The 
fact that this is nearly impossible does not impair the 
validity of the theory, but merely limits the extent to 
which it could be applied. 

Writers on the shifting and incidence of taxation 
appear to agree that a tax on luxuries would raise their 
price and discourage their consumption. This would 
take away the occupation of those who had previously 
been engaged in providing the luxuries. Now, the per- 
sons so turned out of employment must work at some- 
thing for a living. They are not like machines, which 
will stand idle unless a use is found for them, but possess 
in themselves the power to find a useful employment, 
and the strongest motive for adopting that which is most 
advantageous. It is commonly admitted, also, that the 
permanent unemployment of large numbers is impos- 
sible. The only difficulty is to bring the jobs and the 
workers together. This problem is never easy of solu- 
tion, and might be somewhat complicated by the taxes 
here in view; but if the imposition of the taxes were 
gradual, the difficulties in this connection would cer- 
tainly not be insurmountable. 

The displaced laborers, then, must work. But what 
is left for them to work at ? They cannot find employ- 
ment in producing other luxuries, as we must assume 
that there exist no substitutes which are left untaxed. 
No doubt many would devote themselves to the pro- 
duction of necessaries, but if the demand for these is less 
elastic than the demand for luxuries, more persons 
would be turned out of employment than could be 
occupied in this way. The only remaining manner in 
which they can employ themselves is in providing for 
the wants of the future; that is, in producing capital, 
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in the form, for example, of improvements in land and 
labor-saving appliances of all kinds. We may suppose 
that machines would increase both in number and com- 
plexity. Tools for making tools, and for preserving 
them, would be constructed in endless succession, and 
greater durability would be imparted to each. 1 

As the consumption of luxuries is supposed to be dis- 
couraged, the quantity of capital required for their 
production, and hence the demand for capital in general, 
would be, so far, diminished. By far the greater part 
of the new capital would inevitably be adapted to the 
production of necessaries. But if such capital were 
multiplied in this way, the return to the marginal instal- 
ment, and hence the rate of interest, would eventually 
be reduced. 

My attention has been drawn to the question whether 
the marginal productivity of labor would not also be 
lowered, so that some consideration of the effect of these 
measures on wages becomes expedient. The increase in 
the supply of necessaries would evidently reduce their 
price, and this would lower the cost of living. But most 
laborers would now be engaged in producing necessaries : 
would not their wages fall ? The answer must be that 
if capital consists of labor-saving appliances, the in- 
crease of capital must increase the physical product of 
a given expenditure of labor. Therefore, altho the value 
of a unit of the product of labor would be lowered, 
money wages need not fall, for the number of units 
would be increased — and real wages must rise. 

1 In these conclusions the writer is in agreement with Mr. Hartley Withers, Poverty 
and Waste, chap. ii. He cannot bring himself to accept Professor Kleene's view that 
" there are limits, perhaps quickly reached, to the productive possibilities of employing 
additional capital." Profit and Wages, p. 94. Cf. p. 24 , footnote. The writer follows 
Bohm-Bawerk, Positive Theory of Capital, Bk. II, chap. ii. See also John Rae, New 
Principles of Political Economy, Bk. II, chap, v, and Bohm-Bawerk's excellent sum- 
mary of Rae's theory, vol. i, pp. 388-391 in the 1900 edition of Capital und Capitalzins; 
Cassel, The Nature and Necessity of Interest, chap. iii. 
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The only tendency which could counteract this would 
be the operation of the law of diminishing returns from 
land, or materials provided by nature. It must be 
remembered, however, that the production of luxuries 
also requires land. It is evident that a consistent and 
logical application of the taxes here considered would 
divert land from the production of luxuries and increase 
the supply available for producing necessaries, including 
the requisite capital. Therefore, so long as population 
does not increase unduly, there seem to be no grounds 
for supposing that the marginal physical productivity 
of labor would change otherwise than for the better. 
The inevitable consequence seems to be a rise in the 
real reward of labor. 

This view is confirmed when we consider the source 
from which wages are paid. The tax on luxuries, in pro- 
portion as it diminished the amount of luxuries con- 
sumed, would increase the amount saved. This would 
increase the fund which the business men or entrepre- 
neurs in any society are ever seeking to employ profit- 
ably by making advances to laborers in exchange for the 
product of their labor. This fund is identified by Pro- 
fessor Kleene as the classical wages fund, and I am 
content to accept his description. 1 It must, of course, 
consist of commodities and services, 2 but there would 
seem to be no harm in conceiving it to consist of money, 
inasmuch as these real wages are advanced to laborers 
by means of a series of exchanges, and must therefore 
be measured in money. 

The fact that the " wages fund " would be increased 
may be established as follows. " If I have a dollar to 
spend," writes Professor Carver, "over and above what 
I need to maintain my working power, I can spend it for 

1 Profit and Wages, chap. viii. 

2 See Taussig, Wages and Capita], particularly the first chapter, and cf. p. 1 17 et seq. 
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an article of consumption, or I can spend it for a tool." i 
It may be added that every dollar must eventually be 
spent in one of these ways; 2 since hoarding, or storage, 
besides involving a certain amount of risk and trouble, 
must necessarily be unprofitable as long as any interest 
whatever could be obtained. 

It is further evident that the persons composing any 
society who are in receipt of a money income more than 
sufficient to procure necessaries, may be divided into 
two classes; namely, those who spend the greater part 
of this surplus income on luxuries, and so save the 
smaller part of it ; and those who save the greater part 
of the surplus, and so spend the smaller part on luxuries. 
Everyone who has any surplus income at all must fall 
into one or other of these two classes, or be on the 
border line between them. 3 

Now a tax on money income bears equally on both 
classes. A tax on luxuries, however, would bear mainly 
on the extravagant class. To persons exactly on the 
border line it would make no difference how taxes were 
collected. But if a given sum of money must be raised 
by the government, and if the parsimonious class con- 
tribute little or nothing towards it, it follows that the 
extravagant class must pay more than they would if the 
tax had been levied on money income. It is evident 
that this will increase the aggregate savings of society, 
for what the extravagant class will lose the frugal class 
will gain, and the fund referred to above will accumulate 
in the hands of the latter. 

It may be worth while to elaborate this point by 
means of a simple example. Let us imagine three 

1 Essays in Social Justice, p. 388. 

2 Cf. Pigou, Wealth and Welfare, pp. 440, 441. 

3 If a person has an income only barely sufficient to procure him necessaries, it would 
even on strictly economic grounds, be inexpedient to attempt to tax him. 



THE TAXATION OF LUXURIES 311 

brothers, of whom one is frugal to the point of stinginess, 
another entirely without thought for the future, the 
remaining one inclining to neither extreme. Suppose 
they each receive an income of $5000 a year. In the 
following table, Case I is intended to indicate how their 
accounts might stand if taxes were levied on money 
incomes. Case II shows the changes that would take 
place if all revenues were raised by means of taxes on 
luxuries. 

Spent on Paid to makers Paid to govern- 

necessaries of luxuries ment in taxes Saved 

I. 20 Per cent Tax on Incomes 

A $2,000 ... $1,000 $2,000 

B 2,000 $1,000 1,000 1,000 

C 1,000 3,000 1,000 

Total . . . $5,000 $4,000 $3,000 $3,000 

II. 100 Pee cent Tax on Luxuries 

A $2,000 ... ... $3,000 

B 2,000 $1,000 $1,000 1,000 

C 1,000 2,000 2,000 

Total . . . $5,000 $3,000 $3,000 $4,000 

The change from direct taxes to indirect taxes on 
luxuries increases the aggregate savings of this imagi- 
nary family by a third. The reasoning is equally appli- 
cable to an entire nation. 

It is also to be noticed that the effect would be cumu- 
lative. The increased savings would be added to capital, 
which in turn would increase the power to save. If we 
suppose a gradual fall in the rate of interest, this cumu- 
lative effect would operate with less force as time went 
on, but the annual addition would be made to capital 
even if interest were to vanish entirely. 

The aggregate consumption of luxuries must also 
diminish. For, if extravagant people were content to 
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spend the same amount as before on luxuries, this sum 
would buy a smaller quantity of luxuries after they 
were subject to the tax. If, on the other hand, this class 
of people insisted on consuming the same quantity of 
luxuries as before, they would be obliged to pay more 
for them by the amount of the tax. 1 They could do 
this, in general, only by trenching on their capital — a 
course which would lead to their impoverishment, and 
in the long run to an inevitable reduction in the quantity 
of luxuries they could procure. 

If the impoverishment of extravagant people hap- 
pened to any great extent, and if the government still 
required the same amount of revenue, it would be ob- 
liged either to raise the rate at which taxes were levied, 
or to extend their application. On the other hand, if the 
wealth of the community was increasing, the consump- 
tion of luxuries also would tend to increase, notwith- 
standing the taxes upon them. 

It is certain that the larger the income any person 
receives, the greater will be his temptation to indulge in 
the consumption of luxuries. It may be that in many 
cases a person's " effective desire of accumulation " 
fixes a limit beyond which that person will not carry his 
savings. It is evident also that the current rate of 
interest must be among the circumstances which deter- 
mine this limit. For example if a man feels himself 
called upon to choose between a fifty-dollar government 
bond and a champagne supper, the annual yield of the 
former will certainly be taken into consideration. For 
present purposes, however, it is not necessary to inquire 
into the motives which induce men to save, because, 
whatever they may be, it is certain that they operate 

1 This is an assumption on which the whole argument proceeds. It appears to be 
roughly true in the long run. During the transition period, of course, the tax would fall 
partly on the producers of luxuries — a hardship which could be mitigated by a cautioug 
and gradual imposition of these taxes. 
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with unequal force on different individuals and different 
families. Out of a given income, some people will spend 
more than others; and with an increasing income, some 
people will increase their expenditure more rapidly than 
others. On the other hand, people who are naturally 
extravagant must spend less if they are poor than if they 
are rich. Now the taxes under consideration would con- 
stantly tend to throw a larger portion of the resources of 
society into the hands of people whose " effective desire 
of accumulation " or " time-preference " is such that 
they would continue to accumulate when the rate of 
interest fell far below what is required as an inducement 
to save by the average member of the community. 1 

By a rigorous system of taxation, unflinchingly en- 
forced for an indefinite period, the government of a 
country could, without doubt, modify the standards of 
living of all its inhabitants. The process, however, 
would be slow, and seems necessarily to involve a recon- 
struction of the economic strata of which society is 
composed. The influence of imitation and habit must 
be taken into account. It is evident that wealth con- 
fers power, and that the possessors of wealth must 
always, to some extent, constitute the leaders of the 
community, imitated by the other members. If, there- 
fore, such taxes were imposed as would throw most of 
the wealth into the hands of the thrifty, gradually im- 
poverishing those who are extravagant, the habits and 
standards of the former would slowly but inevitably 
impress themselves on the whole people. 

If such a drastic policy were adopted in one country 
only, the tendency would be both facilitated and 
hastened by the emigration of people with extravagant 

1 My reasoning on this point is suggested by some comments for which I am in- 
debted to Professor Taussig. See his Principles of Economics, chaps. 39-41; also Mill, 
Principles of Political Economy, Bk. I, chap, xi, and the chapters in Rae there referred 
to. 
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tastes, and, possibly, by the immigration of people of 
the opposite sort, who might be attracted in consequence 
of the fall in the prices of necessaries and consequent 
rise in real wages. Indeed, such a policy might tend to 
cause an increase in the population even apart from im- 
migration, which in turn suggests that the law of dim- 
inishing returns might come into operation. This, 
however, would act more slowly than the other tenden- 
cies set in motion by such taxes, and, in any case, would 
be likely to be counteracted by new discoveries. Never- 
theless, it constitutes an influence which cannot be 
altogether neglected, and suggests that caution would 
be necessary in taxing luxuries habitually consumed by 
the lowest orders of the people. 

Ill 

The views of the present writer as to the causes deter- 
mining the normal rate of interest have been outlined in 
a former article. 1 If that theory is correct, the proposi- 
tion that a fall in this rate would be the consequence of 
the tax here considered would seem to be established 
but for one circumstance: such a tax might cause a 
diminution in the aggregate amount of labor expended 
by the whole community, and hence in the magnitude 
of the annual product. And here it must be admitted, 
I think, that no absolutely certain prediction can be 
made, for we have to deal with nothing less complex 
than the motives which induce men to exert themselves 
in the acquisition of wealth. 2 There are, however, some 
circumstances which may tend to allay our fears in this 
regard. 

We must decide exactly what is meant by labor. All 
consumption involves some kind of activity on the part 

1 Quarterly Journal of Economics, August, 1917. 

2 See Taussig, Inventors and Money Makers, chap. iii. 
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of the consumer. " All sound, sight, taste, smell, touch, 
come about through reactions of the nervous system to 
external stimuli." 1 But surely these reactions are not 
labor. The consumption of some commodities de- 
mands conscious effort; and in some cases, where the 
benefit looked for is a future one, the effort is disagree- 
able. It does not, however, seem necessary to classify 
as labor any of these activities. For present purposes, 
exertions — disagreeable or otherwise — which are in- 
cidental to the consumption of any commodity or 
service, whether necessary or luxury, will not be re- 
garded as labor. Since necessaries are supposed to 
include all objective factors which contribute to the 
creation of " personal capital " it follows that labor will 
not include the subjective efforts which a person expends 
for the same purpose, such as reading text-books or 
studying under a teacher. 2 But writing text-books, 
imparting knowledge or skill, and generally rendering 
services to others, either directly or indirectly, must be 
classed as labor. Similarly, efforts which a person 
makes with no other object than the immediate grati- 
fication of his desires — playing games for example — 
are not labor. 3 On the other hand if the sole object of 
the efforts is to gratify the immediate desires of other 
persons, they must fall into the same category as the 
exertions of teachers. Yet we must not exclude from 
our conception the efforts which a man expends, say, in 
building a house for his own future use. It seems, there- 
fore, that labor might be defined as any exertion which 
a person puts forth for the purpose of creating a utility 

1 Fisher, The Nature of Capital and Income, chap, x, § 2. 

2 For this reason I hesitate to follow Professor Fetter when he seems to regard 
" taking medicine " as labor; Economic Principles, chap, xvi, § 5. 

3 Cf. Jevons, Theory of Political Economy, p. 168 in edition of 1911. The concep- 
tion of " opportunity costs " (see Davenport, Economics of Enterprise, chap, vi) appears 
to make it unnecessary to regard labor as painful. 
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capable of being consumed by someone else. 1 This 
seems in accordance with a very common conception 
which regards labor as having to do with the earning 
or saving of money, or wages. 

Of the exertions which men put forth to provide for 
their own consumption, some are in the social sense 
productive of utility, and some are merely predatory. 2 
It seems advisable, however, to simplify the present 
discussion by assuming that all labor belongs to the 
former category. It is evident that anything that an 
individual may gain by an activity which contributes 
nothing to the national dividend must be offset by a 
loss on the part of someone else. But, in the words of 
Professor Taussig, "it is the aim of the legal system 
under which we live — the system of private property 
— to inhibit predatory doings." 3 Therefore in the 
above hypothesis we merely assume that the law 
accomplishes its object. 

Now, if leisure be defined as all time not devoted to 
labor, including time spent in acquiring capacity for 
labor, it would seem that leisure can be classified, like 
all other sources of enjoyment or benefit, as either 
necessary or superfluous. 

The introduction of the element of time reminds us 
that human life is limited, and it is convenient to take 
account of that circumstance in applying our classifica- 
tion in this instance. It is evident that some leisure is 
necessary for mere existence. Some of the examples 
that have been cited — by Marx for example — would 
lead one to think this minimum astonishingly small. If, 
however, only this barest minimum is allowed, no time 
is left to the worker for education, and the quantity of 

1 This and other parts of the present essay are the outcome of some valuable criti- 
cisms of which my work has had the benefit. 

3 See Taussig, Principles of Economics, chap. ii. 
3 Loc. cit., § 5. 
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work which he can accomplish during his lifetime must, 
owing to his inefficiency, be very much smaller than 
would be the case if his hours had been shorter. On the 
other hand, if a person spends more than a certain 
amount of time in repose, or in the pursuit of pleasure, 
or even in the attainment of skill and knowledge which 
he will be unable either directly or indirectly to apply, 
in this case also the total quantity of labor he will per- 
form will be less than it might have been. Necessary 
leisure, then, may be defined as that which a man must 
allow himself if he is to perform during his lifetime the 
maximum amount of labor of which he is capable. All 
leisure in excess of this may be classed as superfluous. 1 
Now the annual product is affected by the amount of 
time devoted to labor, and also by the efficiency of 
labor. And the circumstances affecting efficiency seem 
capable of classification under two heads: first, the ca- 
pacity for labor which a people possesses, and secondly, 
the intensity with which their labor is applied. But 
capacity for labor is affected by the amount of neces- 
saries consumed, and among necessaries in this connec- 
tion must be included a certain amount of leisure. In 
this category must be placed the time required for 
education or training, and for any given person or group 
of persons, at least up to a certain point, this must be 
the more prolonged, the higher is the pitch to which 
their faculties are to be developed. Also it may be 
assumed that intense labor is more exhausting than 
that which is not intense, from which circumstance we 
may conclude that the more intensely people exert 
themselves, the more rest they will require in order to 

1 The definition of necessary consumption in the first part of this essay had reference 
only to the capacity for labor. But if the conception be extended to include leisure as 
above defined, this will exclude from that category any capacity for labor which will not 
actually result in a corresponding increase in production, since it may be presumed that 
all capacity for labor takes time to acquire. 
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prevent their capacity for labor in the future from being 
impaired. On these combined grounds it may be laid 
down that the amount of time which must be regarded 
as necessary leisure varies with the efficiency of labor. 

It follows from the above definitions that the amount 
of time devoted to labor varies inversely as the amount 
of leisure which people allow themselves. Altho, there- 
fore, part of this leisure is a condition of efficient labor, 
we may yet say that the annual product tends to vary 
inversely with the amount of superfluous leisure en- 
joyed. 1 

Now, it may be urged, if we make the supposition 
that, in a general way, the elasticity of the demand of 
consumers for all superfluities is greater than unity; 
and if all commodities and services which can be con- 
sumed as superfluities are taxed, superfluous leisure 
alone remaining untaxed, will not this induce people to 
substitute the latter for the former, and hence to per- 
form less labor ? I suppose this must be admitted to 
be possible. On the other hand if the elasticity of the 
demand for superfluities in general is less than unity, a 
rise in the price of luxuries would tend to make people 
work harder. Here habit, by making demand more 
insistent, would tell in favor of action. 

Again, how far is it true that superfluous leisure would 
remain untaxed ? Luxuries are for the most part en- 
joyed during periods of leisure, so that by discouraging 
them the government would be making leisure less 
attractive, which would so far tend to make labor 
more so. 

It may be that some people would restrict their con- 
sumption of necessaries for the sake of continuing their 
usual enjoyments, which would injuriously affect their 
capacity for labor. The opposite effect is also possible, 

1 The reasoning in the remainder of this essay is due to suggestions for which I must 
acknowledge my obligation to Professor Taussig. 
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as may be shown by the following example. A hungry 
workman enters a restaurant and is confronted by a 
choice of two kinds of food, of which one is nutritious 
but unpalatable, and the other is tempting but affords 
little nourishment. It is evident that if the price of the 
latter were enhanced by a tax so as to be beyond his 
reach, he would eat the more wholesome food rather 
than go hungry. The effects of this are different accord- 
ing to how far he looks ahead. For short periods the 
gain in efficiency would be insignificant, and the loss of 
enjoyment considerable; but if the change in his con- 
sumption were maintained for a period of decades, his 
loss of enjoyment would be negligible and his gain in 
efficiency appreciable. If this example could be sup- 
posed to illustrate a general tendency, people might 
enjoy more leisure, even superfluous leisure, and yet 
not in effect perform less labor. 

It was argued above that the taxes here treated of 
would, in reducing interest, also raise wages. If these 
contentions be correct, the proximate effect of such 
taxes — that is, after the requisite adjustment of in- 
dustry had taken place — would be to bring the neces- 
saries for efficiency within the reach of all. Ultimately 
the rise of wages might check the fall in the rate of 
interest by making a living so easy to obtain that men 
of moderate desires would cease to have a motive for 
strenuous exertion. On the other hand, if it could be 
established that the mere increase in private savings 
could bring about a result so desirable — if the dictates 
of altruism and far-sighted selfishness could be shown 
to be so nearly identical — many who became con- 
vinced that this was the case would be likely to make 
the accumulation of wealth the supreme object of their 
lives, and no assignable bounds could be set to the 
savings which might be made. 
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Further speculations along these lines would lead us 
away from the sober reasoning proper to economic 
science. It must be remembered that a hasty and 
incautious interference with the normal course of trade 
would, temporarily at least, cause the loss of much 
fixed capital and specialized skill ; and if the policy ran 
counter to public opinion it would lead not only to 
evasion but to discontent and idleness as well. On the 
whole, however, taking a broad view of the subject, 
there seem to be grounds for concluding that, if the 
revenues of the government were collected as far as 
possible by means of taxes on services and commodities 
which are likely to add little to the consumer's capacity 
for labor in proportion to their cost, this would ulti- 
mately tend both to increase the supply of capital and 
to lessen the demand, which might confidently be ex- 
pected to result in a fall in the normal rate of interest. 
It may be added that this would so far constitute an 
approach to those ideal conditions under which the 
workman would receive the whole produce of his own 
labor. 

A. F. McGoitn. 
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